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Gardner: The Impact of Sections 1245 and 1250 on Corporate Liquidations

THE IMPACT OF SECTIONS 1245 AND 1250 ON

CORPORATE LIQUIDATIONS
STEPHEN

D.

GARDNER*

There are three principal methods utilized for the disposition of
a corporate business: (1) a sale by the corporation of its assets to a
third party, followed by liquidation; (2) a liquidating distribution of
the assets in kind with a subsequent sale of them by the distributee
shareholders to a third party; and (3) a sale of the corporate stock by
the shareholders to a third party.' This article will trace the tax
consequences that result from each of these methods of disposition
with particular emphasis upon the effects of the new depreciation
deduction recapture provisions2 and the special liquidation provisions
found in sections 337 and 334 (b) (2). Excluded from consideration
will be the problems raised by one month elective liquidations 3 and
collapsible corporations. 4 In analyzing and comparing these various
approaches to the disposition of a corporation, it is important to keep
in mind the character of the person who through distribution or
purchase acquires the corporation's assets, that is, whether such person
is an individual or another corporation.5 In regard to a sale of the
stock or a distribution of the assets in kind, this determination may
decide which provisions of the code will control the basis of the
assets in the acquiring party's hands, and if and when income must be
recognized to either party pursuant to the recapture provisions.6
The 1939 Code treated the three principal methods of corporate
disposition with relative simplicity. When the corporation sold or
*A.B. 1961, LL.B. 1964, University of Florida.
1.

See SURREY & WARREN, FEDERAL INCOME TAXATION 1349 (1960 ed.); Paulston,

How To Plan and Execute the Sale of a Corporate Business Under the Internal
Revenue Code of 1954, U. So. CAL. 1956 TAX INST. 383, 385.
2.
3.

INT. REV. CODE OF 1954, §§1245, 1250.
INT. REV. CODE OF 1954, §333 provides that under certain circumstances a

shareholder's gain on complete liquidation may go unrecognized. If this section
is elected, the shareholder's basis for the assets received in the liquidation is the
same as his basis for the stock surrendered, thereby deferring recognition of gain
until the shareholder's sale of the assets.
4. INT. REV. CODE OF 1954, §341 deals with collapsible corporations, a subject
that is wholly outside the scope of this paper. For a general discussion of §§333
and

341

see BITrKER,

FEDERAL

INCOME TAXATION

OF

CORPORATIONS

AND

SHARE-

263-72, 299-320 (1959).
5. But see H. B. Snively, 19 T.C. 850 (1953), afJ'd, 219 F.2d 266 (5th Cir. 1955),
decided prior to §334(b) (2) and applying to an individual buyer a substituted
basis rule originated for a corporate buyer. See also text accompanying note 32
HOLDERS

infra.

6. See discussion of liquidations pursuant to §§332, 334(b)(1) and §§332,
334 (b) (2) infra.
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exchanged its assets any gain or loss was recognized, and the Eorporation was taxed accordingly. 7 When the corporation liquidated by
distributing the assets in kind to its shareholders, the corporation did
not recognize gain or loss pursuant to Treasury Regnlations8 that
embodied the basic nonrecognition provisions now found in section
336. 9 The stockholders, however, were taxed under the predecessor
0
of section 331 as if they had exchanged their stock for the assets.
In order to avoid a tax to both the corporation and shareholders,
liquidation by distribution of the assets in kind was necessary. The
Supreme Court drew a thin line between these two methods of liquidation in the Court Holding Company" and Cumberland Public
Service Company'2 cases. In Court Holding, a closely held corporation
had entered into an oral contract for the sale of an apartment building
and had received a partial payment of the purchase price. The shareholders, realizing that sale by the corporation would cause a gain to
be recognized on two levels, had the corporation distribute the
building to them, and they as individuals sold the property. In
affirming the lower court's imposition of a corporate tax, the Supreme
Court concluded that the sale had in reality been made by the corporation notwithstanding the transfer to the shareholders. In Cumberland the Court considered the same problems when a corporation
desirous of going out of business sought to dispose of its assets. The
assets were distributed to the shareholders and were subsequently
sold to a group that had previously offered to buy the assets directly
from the corporation. In deciding that there should be no gain
recognized to the corporation, the Supreme Court stated that the
findings of the lower court distinguished Cumberland from the
rationale of the Tax Court's decision in Court Holding. In the latter
case the trial court had found that the liquidation and subsequent sale
by the shareholders were "only formal devices to make the sale [by
the corporation] appear other than what it was."' 3 In Cumberland,
however, the Court of Claims had found that the sale was made by
the shareholders, and the Supreme Court's conclusion followed that
1

7. Int. Rev. Code of 1939, §§22 (a), 111 (now INT. REv. CODE OF 1954, §§61
and 1001 respectively); Treas. Reg. 103, §19.111-1 (1939).
8. Treas. Reg. 103, §19.22 (a)-21 (1939), reissued as Treas. Reg. 111, §29.22 (a)20 (1943) and Treas. Reg. 118, §39.22 (a)-20 (1953).
9. INT. REv. CODE OF 1954, §336 provides that except in regard to installment
sales obligations "no gain or loss shall be recognized to a corporation on the
distribution of property in partial or complete liquidation."
10. Int. Rev. Code of 1939, §115 (c); Treas. Reg. 103, §19.115-5 (1939).
11. Commissioner v. Court Holding Co., 324 U.S. 331 (1945).
12. United States v. Cumberland Pub. Serv. Co., 338 U.S. 451 (1950).
13. Court Holding Co., 2 T.C. 531, 538 (1943), rev'd, 143 F.2d 823 (1944),
rev'd, 324 U.S. 331 (1945).
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"[Wihatever the motive . . . sales of physical property by shareholders following a genuine liquidation distribution cannot be attributed to the corporation for tax purposes." 14 The Court readily
admitted that the end result of the two methods of liquidation was
the same but acceded to the Congressional mandate that they be
taxed differently. 15
Both the House'- and Senate 17 committee reports point out that
section 337 was adopted to eliminate the disparity between the Court
Holding and Cumberland results and to provide uniform tax treatment regardless of who was credited with having sold the assets.' 8

Section 337 provides that when a corporation adopts a plan of complete liquidation, and within twelve months distributes all its assets,
no gain or loss shall be recognized from the sale or exchange of
property by the corporation within that period.' 9 The tax consequences are the same as if the corporation had distributed the assets
in kind within the general nonrecognition provisions of section 336.
The procedure of section 337 is subject to numerous refinements imposed by problems of definition. When does a corporation adopt a
plan of complete liquidation?2o What is a sale or exchange? 21 What
is meant by property, 22 other than the definition given to the word
14. United States v. Cumberland Pub. Serv. Co., supra note 12, at 455.
15. See Mintz, Recent Developments Under the Court Holding Co. and Cumberland Public Service Co. Cases - Sale of Assets or Stock, N.Y.U. I1TH INST. ON
FED. TAX 873 (1953) for a discussion of some of the problems facing corporate
liquidators under the Court Holding and Cumberland cases.
16. H.R. REP. No. 1337, 83d Cong., 2d Sess. 38-39 (1954).
17. S. REP. No. 1622, 83d Cong., 2d Sess. 258 (1954).
18. There is some indication in Rev. Rul. 56-387, 1956-2 Cum. BULL. 189 that
the purpose of adopting §337 was to eliminate double taxation, but this view
has been strongly discredited. See Rice, Problems in Section 337 Liquidations,
N.Y.U. 20TH INST. ON FED. TAX 939 (1962).
19. INT. REV. CODE OF 1954, §§337 (a) (1), (2). Note that the general nonrecognition of gain or loss provided for in §336 applies only to a distribution of
the assets in kind and not to sales or exchanges by the liquidating corporation,
unless the transactions conform to the requirements of §337. See Treas. Reg.
§1.336-1 (1955).
20. Treas. Reg. §1.337-2(b) (1955) states that ordinarily a plan is adopted
when the shareholders adopt a resolution authorizing the distribution of the net
assets in redemption of all the stock. But often no formal resolution is adopted.
See Mountain Water Co. of La Crescenta, 35 T.C. 418 (1960), acq. 1961-1 Cuss.
BULL. 4.

21. An involuntary conversion has been treated as a sale or exchange for
purposes of applying the nonrecognition provisions of §337. Towanda Textiles, Inc.
v. United States, 180 F. Supp. 373 (Ct. Cl. 1960); Kent Mfg. Corp. v. Commissioner,
288 F.2d 812 (4th Cir. 1961) (dictum). But see Rev. Rul. 56-372, 1956-2 Cuam. BULL.
187.
22. The problem of the type of property that should be included within the
nonrecognition provisions of §337 is dealt with in Family Record Plan v. Coin-
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in section 337 (b)?23 The answer to- these questions may vary with
the facts in each particular set of circumstances. As the answers vary,
so may the tax consequences.
Aside from these definitional restrictions, there are specific statutory limitations placed upon the operation of section 337. Section
337 (c) makes the general nonrecognition provisions inapplicable to
one month elective liquidations24 and to liquidations made by collapsible corporations.25 Furthermore, liquidating distributions by a
subsidiary to a parent corporation in which the basis to the parent
distributee is governed by section 334 (b) (1) are also placed outside
the purview of section 337. 2 r Generally, however, sections 337 and 336
provide uniform tax treatment for two similar methods of corporate
liquidation previously distinguished by whether the sale of assets was
made before or after the liquidating distribution to the shareholders.
The third method of disposition, a sale of the corporate stock
27
by the shareholders, resulted in only one tax to the shareholders
but often created difficulties for the purchaser. If the purchaser was
a corporation that purchased eighty per cent or more of the stock
and, in order to obtain the assets, subsequently liquidated the acquired
corporation within at least three years, sections 112 (b) (6) and 113 (a)
(15)2 s could have operated to his disadvantage. These sections, almissioner, 309 F.2d 208 (9th Cir. 1962) (right to receive income generated by cash
method taxpayer who was engaged in selling to the public rights to have portrait
photographs taken "free," held not to be property within §337); Commissioner v.
Kuckenberg, 309 F.2d 202 (9th Cir. 1962) (completed construction contracts under
which income had been earned but not recognized by cash method taxpayer, held
not to be property within §337).
23. INT. REv. CODE OF 1954, §337 (b) (1) provides that the term "property"
does not include (a) "stock in trade of the corporation .... ." (b) "installment
obligations acquired in respect to the sale or exchange ... of stock in trade .... "
and (c) "installment obligations acquired in respect of property (other than
property described in subparagraph (a)) sold or exchanged before the date of the
adoption of such plan of liquidation." Section 337 (b) (2) does, however, exclude
bulk sales of inventory from the limitations of §337 (b) (1).
24. INT. REv. CODE OF 1954, §333.
25. INT. REv. CODE OF 1954, §341.
26. INT. REv. CODE OF 1954, §337(c) (2) (A). Without this exception, the
corporation would not only avoid recognition of gain on the sale of its assets,
but also both the corporation and the shareholders would avoid recognition of gain
on the distribution of the proceeds in liquidation. See also Ir.
REV. CODE OF
1954, §337 (c) (2) (B) which limits nonrecognition of gain under §337 when the
corporation liquidates pursuant to §§332, 334(b) (2) to an amount not greater than
the portion of the adjusted cost of the stock properly allocable to the assets sold.
27. The shareholders will have a capital gain or loss similar to a distribution
of the assets in kind. See text accompanying note 10 supra. Stock is a capital
asset in the hands of the shareholders. Int. Rev. Code of 1939, §117 (a) (1) (now
INT. REv. CODE OF 1954, §1221).
28. Int. Rev. Code of 1939 (now INT. REv. CODE OF 1954, §§332(b), 334(b) (1)
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though eliminating any tax to the corporate distributee, compelled the
distributee to take the assets at the liquidated corporation's basis.
Often this basis was lower than the price paid for the stock. Engrafted
upon this result was a court-created exception known as the KimbellDiamond rule. In Kimbell-Diamond Milling Co. 29 the Commissioner
was successful in reducing the taxpayer-purchaser's basis in the assets
of an acquired corporation. The Kimbell-Diamond Milling Company
had acquired all the stock in the Whaley Company for less than the
adjusted basis of the assets. Upon subsequent liquidation of Whaley,
Kimbell-Diamond began to depreciate the acquired assets at Whaley's
adjusted basis rather than Kimbell-Diamond's actual cost for the
stock. The Tax Court held for the Commissioner and required
Kimbell-Diamond to depreciate from a basis equal to its outlay for
the stock. The transaction was treated as though cash had been paid
for the assets, and the actual process of stock acquisition and liquidation was ignored. In the subsequent application of this rule the
courts looked to the intent of the parties3o and the purchaser's inability to acquire the assets directly.3 1 The reasoning of Kimbell-

Diamond has also been applied to individual purchasers of corporate
stock, resulting in a "cost of stock" basis in the assets as well as nonrecognition of gain to the distributees.3 2 This result was reached
despite section 115 (c), 3 3 the forerunner of section 331, which generally

provided for recognition of gain or loss to the distributee-shareholders
on liquidation. The Kimball-Diamond rule, which may work to a
taxpayer's benefit as often as to his detriment3 4 has been accepted as
a logical judicial solution to the disparate tax results previously
existing between a direct purchase of the assets and a purchase of the
stock followed by a distribution of the assets in liquidation.
Section 334 (b) (2) was adopted to provide the corporate purchaser with the same sort of consistent result that section 337 gives
to the seller. The Senate Committee Report 5 points out that the

respectively).
29. 14 T.C. 74 (1950), afJ'd, 187 F.2d 718 (5th Cir. 1951), cert. denied, 342 U.S.
827 (1951).
30. Long Island Water Corp., 36 T.C. 377 (1961); Distributors Finance Corp.,
20 T.C. 768 (1953), acq., 1954-2 CuM. BULL. 4. But see Rev. Rul. 60-246, 1960-2
31.
32.

462.
Trianon Hotel Co., 30 T.C. 156 (1958).
See H. B. Snively, 19 T.C. 850 (1953); Ruth M. Cullen, 14 T.C. 368 (1950).

33.

Int. Rev. Code of 1939.

CUM. BULL.

34. E.g., Commissioner v. Ashland Oil & Refining Co., 99 F.2d 588 (6th Cir.
1938), cert. denied, 306 U.S. 661, one of the earliest cases in which this "cost of
stock" concept was used. In this case the taxpayer benefited from a stepped-up
basis equal to his stock cost.
35. S. REP. No. 1622, 83d Cong. 2d Sess. 257 (1954).
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principles underlying section 334 (b) (2) were derived from the Kimbell-Diamond rule. This section provides that "if property is received by a corporation in a distribution in complete liquidation of
another corporation (within the meaning of section 332 (b)),"36 and
if (1) the distributee corporation has acquired at least eighty per cent
of the stock entitled to vote37 in the liquidating corporation during a
twelve-month period, and (2) the liquidating corporation adopts a
plan of liquidation not more than two years after the stock acquisition, then the distributee corporation will have a basis in the acquired
assets equal to the cost of stock 38 rather than the distributor's basis.3 9
As is the case with section 337, uncertainty has arisen following
the adoption of section 334 (b) (2). Since the Kimbell-Diamond reasoning has been applied to individual purchasers, 40 does section
334 (b) (2), applying only to corporations, eliminate Kimbell-Diamond's vitality in the individual purchaser area? May KimballDiamond still apply to purchasing corporations that do not meet the
recipe of section 334 (b) (2)? 41 Would the Kimball-Diamond require36. INr. REV. CODE OF 1954, §§332 (a), (b) provide that no gain or loss shall be
recognized on the receipt by a corporation of property distributed in complete
liquidation of another corporation where the distributee corporation possesses at
least 800 of the voting stock of all classes in the liquidating corporation and the
distribution is in a complete cancellation of all the stock in the liquidating corporation.
37. The same stock qualification exists here as in §332 (b). The distributee
corporation must possess at least 80% of the total combined voting power of all
classes of stock entitled to vote, and at least 80% of all other classes of stock except
nonvoting stock which is limited and preferred as to dividends. INT. REv. CODE OF
1954, §334 (b) (2) (B). In addition, the stock must be acquired by "purchase," which
is defined in §334(b) (3) as any acquisition except an acquisition in which there is
a transferred basis, or an acquisition through a §351 exchange (tax free incorporation), or an acquisition from a person the ownership of whose stock would be
attributed to the distributee under §318 (a).
38. This basis in the acquired assets equal to the basis of the stock is subject
to numerous adjustments. Generally the parent's stock basis is (1) reduced by any
cash "or its equivalent" received by the parent in liquidation, (2) increased by the
amount of any unsecured liabilities assumed by the parent on liquidation, (3)
increased by the parent's share of the subsidiary's earnings and profits (less the
amount of any distribution therefrom) of the period beginning on the purchase
date and ending on the date of the last distribution in liquidation, (4) reduced
by the parent's share of the subsidiary's deficit in earnings and profits for the
period beginning on the purchase date and ending upon the date of the last
distribution in liquidation, and (5) reduced by the amount of all distributions
received by the parent from the subsidiary during the period beginning on the
date of purchase and ending when the plan of liquidation is adopted. Treas.
Reg. §1.334-1 (c) (4) (1955), as amended, T.D. 6298, 1958-2 Cum. BuLL. 138.
39. INT.REv. CODE OF 1954, §334(b) (2).
40. Cases cited note 32 supra.
41. These questions are raised in a detailed analysis of the mechanics of
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ment that there be little or no significant relationship between
the controllers of the selling corporation and the controllers of the
buying corporation,42 be carried over in the application of section
334 (b) (2)? These questions have not yet been clearly answered, but
each can have a significant effect upon the purchaser's tax treatment.
Similar to section 337, section 334 (b) (2), by providing consistent
tax treatment regardless of how the corporate purchaser effects the
acquisition, attempts to allow the corporate purchaser to choose his
method of acquisition on the basis of nontax considerations. 43
Whether the purchaser buys the assets directly or buys stock and
subsequently liquidates the corporation, the tax result may be the
same. The combined effect of the two sections should give both the
seller and the purchaser considerable latitude in effecting the transfer of the corporation. Either can adjust to the choice of the other
without incurring a tax disadvantage.
SECTIONS

1245

AND

1250

The primary purpose for the enactment of section 1245 in the
Revenue Act of 1962 was the elimination of abuses that surrounded
the purchase and sale of depreciable assets. 44 The Senate Committee

Report points out that prior to the enactment of section 1245, depreciation deductions would reduce ordinary income, while any gain
on the sale of the depreciated asset over its adjusted basis was treated
§334(b) (2) in SURREY & WARREN, FEDERAL INCOME TAX 1362 (1960 ed.); Brookes,
Recent Tax Developments in Corporate Liquidations, U. So. CAL. 1960 TAX INST.
233, 240; Schwartz, Acquisition of Stock of Another Corporation in Order To
Acquire Assets, U. So. CAL. 1957 TAX INST. 45, 65.
42. See Trianon Hotel Co., 30 T.C. 156 (1958); John Simmons Co., 25 T.C. 635
(1955); and the analysis of these decisions in North Am. Serv. Co., Inc., 33 T.C.
677 (1960). In North American the court pointed out that it had refused to apply
the Kimbell-Diamond rule when there was a significant relationship between the
interests that controlled and operated the liquidating corporation and the interests that controlled the acquiring corporation.
43. Some of the nontax factors to be considered are: (1) in a sale of stock,
the corporation's contingent liabilities pass to the buyer, but when assets are
bought from the liquidating corporation, such liabilities continue as the obligation
of the seller; and (2) when there are numerous shareholders, a purchase of stock
may drag on for a longer period of time than the purchase of assets, thus tying
up considerable amounts of capital in escrow accounts and causing a possible loss
of income to the buyer. See Friedman & Silbert, Acquisition of Corporate Business,
N.Y.U. 15TH INST. ON FED. TAX 659 (1957); Lewis & Schapiro, Sale of Corporate
Business: Stock or Assets?, N.Y.U. 14TH INST. ON FED. TAX 745 (1956) for a more
complete treatment of these factors.
44. For a concise discussion of recent trends regarding tax treatment of depreciable property see Note, Depreciable Property, Tax Policy and Economic Effect,
16 U. FLA. L. REV. 78 (1963).
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as a capital gain.45 By taking depreciation deductions in excess of
the actual decline in the resale value of the asset and then selling the6
asset, the taxpayer could convert ordinary income into capital gain.4
Section 1245 attempts to remedy this situation by treating the
profit on the sale of certain depreciable property as ordinary income
to the extent of any post-1961 depreciation deductions. This new
depreciation recapture provision provides that upon disposition of
section 1245 property 7 the seller will be taxed at ordinary income
rates on the excess of - the lower of the recomputed basis, 4 s or (1) in
the case of a sale, exchange or involuntary conversion, the amount
realized, or (2) in the case of any other disposition, the property's
fair market value - over the adjusted basis of the asset. With certain
enumerated exceptions, this recapture provision operates notwithstanding any other section of subtitle A, which contains all the income tax provisions of the Code.49 For purposes of this article, the
only significant exception is that found in section 1245 (b) (3) dealing
with tax-free transactions. This section states that where the basis
of property in the hands of a distributee is determined by reference
to its basis in the hands of the transferor by reason of section 332,
then the amount of the gain recognized to the transferor by section
1245 (a) (1) shall not exceed the amount recognized to it as determined
without regard to section 1245. Thus, where section 334 (b) (1) determines the transferee's basis in a section 332 liquidation, section
1245 generally will have no effect. 5° This exception applies only when
there is a transferred basis and is not applicable if the basis of the
45. S. Rm'. No. 1881, 87th Cong., 2d Sess. 95 (1962).
46. These accelerated deductions were fully contemplated and allowed under
§167 and the regulations pursuant thereto. The intent of the provisions, however,
was to allow the taxpayer to set aside amounts each year so that the aggregate of
the amounts plus the salvage value of the asset would equal the cost or other basis
of the property. Treas. Reg. §1.167 (a)-I (1964).
47. Section 1245 (a) (3) provides: "For purposes of this section, the term
'section 1245 property' means any property (other than livestock) which is or has
been property of a character subject to the allowance for depredation provided
in section 167 and is either (A) personal property, or (B) other property (not
including a building or its structural components) but only if such other property
is tangible and has an adjusted basis in which there are reflected adjustments
described in paragraph (2) [depredation deductions reflected in adjusted basis and
allowed or allowable since Dec. 31, 1961] for a period in which such property (or
other property) - (i) was used as an integral part of manufacturing . . . or (ii)
constituted research or storage facilities used in connection with any of the
activities referred to in clause (i)."
48. The recomputed basis is the adjusted basis of the property with the
adjustments (depredation deductions) added back in. INT. Rav. CODE OF 1954,

§1245 (a) (2).
49. INT. Rav. CODE OF 1954, §§1245 (a) (1), (d).
50. Section 1245 may operate in a §§332, 334(b)(1) liquidation when the
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property is determined under section 334 (b) (2). Due to this difference in operation, much of the flexibility afforded the purchaser by
section 334 (b) (2) may be eliminated if a large part of the assets is
section 1245 property. The flexibility provided to the seller by section
337 may also be destroyed. A sale of stock will produce no section 1245
effect. In contrast, a sale of assets or distribution in kind will invoke
the operation of section 1245 notwithstanding the non recognition provisions of sections 336 and 337.
Similar to section 1245, section 1250 was enacted to eliminate
abuses that surrounded the purchase and sale of depreciable real property. The House Committee Report points out that the same conversion of ordinary income into capital gain existed in the area of
depreciable real property as existed in the area of depreciable personal property prior to passage of section 1245.51 Section 1250 attempts
to limit this conversion by treating a percentage of the "gain" from
the disposition of depreciable real property as ordinary income to
the extent of high post-1963 depreciation deductions. As is the case
with section 1245, section 1250 operates notwithstanding any other
2
provision of subtitle A.5
The Code defines section 1250 property as "any real propertN
(other than section 1245 real property, as defined in section 1245 (a)
(3))53 which is or has been property, of a character subject to the
allowance for depreciation provided in section 167." 54 Upon disposition of section 1250 property the seller will be taxed at ordinary
income rates on the applicable percentage of the lower of: (1) the
additional depreciation taken on the property (defined as the excess
of the depreciation taken by the taxpayer after December 31, 1963
and reflected in his adjusted basis, over depreciation allowable under
the straight line method); or (2) the excess of (a) in the case of a sale,
liquidating corporation sells the assets to some other party and distributes the
proceeds to the parent-transferee. Section 337 (c) (2) (A) makes the basic nonrecognition provisions expressly inapplicable in this situation, and thus even prior
to §1245 a gain (although capital) was recognized. This tax, however, can be deferred if the liquidating corporation distributes its assets in kind to the parenttransferee corporation rather than selling them. Cf., Commissioner v. Court
Holding Co., 324 U.S. 331 (1945).
51.

PERM.

VOL.

INCOME

TAX

SUPPLEMENTAL

P-H FED.

TAX

SERv. NL 5792.2

(1964).

52.

INT. REv. CODE OF

1954, §1250(h).

53. For a description of §1245 property see note 47 supra.
54. INT. REv. CODE OF 1954, §1250(c). Section 1250 property would not be
either personal property within the meaning of §1255 (a)(3)(A), or a fee simple
interest in land. It would be either an intangible interest in real property, such as
a leasehold, or a building and/or its structural components within the meaning
of §1245 (a) (3) (B), or all other tangible real property except property described in
§ 1245 (a) (3) (B).
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exchange or involuntary conversion, the amount realized, or (b) in
the case of any other disposition, the property's fair market value,
over the adjusted basis of the property.5 5 It should be noted that the
straight-line depreciation rate provides a built-in ceiling above which
any gain realized over the adjusted basis of the property will be taxed
at capital gain rates rather than ordinary income rates. 56 This ceiling
may prove to be an important consideration when evaluating the
various methods of liquidation. The ceiling will be lowered when
the amount realized for the section 1250 asset is less than the straight57
line method depreciated value of the asset.
The term applicable percentage is defined as "100 per cent minus
one percentage point for each full month the property was held after
the date on which the property was held for 20 full months."58s This
provides a sliding scale between the twenty-first and the one-hundredtwentieth month of ownership, during which time the percentage of
gain taxed at ordinary income rates decreases, and the percentage
taxed at capital gain rates increases. Thus, if section 1250 property
is held for a full ten years, the entire gain may be taxed at capital
gain rates. 59
Section 1250 (d) (3) states that when the basis of property in the
hands of a distributee is determined by reference to its basis in the
hands of the transferor by reason of section 332, then the amount of
gain recognized by the transferor under section 1250 (a) (1) shall not
exceed the amount recognized to the transferor as determined without
regard to section 1250.60 Thus, as is the case under section 1245, When
section 334 (b) (1) determines the distributee's basis in a section 332
liquidation, section 1250 generally will be of no effect. 61 This exception, however, deals only with a section 332 liquidation in which there
55. INT. REv. CODE OF 1954, §§1250(a), (b). It should be noted that in regard
to §1250 property held for one year or less "additional depreciation" includes all
post-1963 depreciation adjustments. INT. REv. CODE, OF 1954, §§1250(b)(1), (3).
56. This ceiling will be operative only if the property is held for more than
one year. INT. REv. CODE OF 1954, §1250(b) (1).
57. See discussion of liquidating distributions in kind followed by a sale of the
assets by the shareholders, infra.
58.

INT. REv. CODE OF 1954, §1250(a)(2).

59. Special attention should be given to §1250(f dealing with property that
has been substantially improved. The Code refers to §1250 property "consisting
of more than one element." These "elements" are certain incremental improvements each of which is treated separately for the purposes of determining and
applying the applicable percentage. The determination of what is an "element,"
and the evaluation thereof is provided for in subsection (f).
60. Section 1250(d)(3) is very similar to §1245(b) (8), which is discussed in
text accompanying note 50 supra.
61. See note 50 supra for a brief discussion of the possible limited effect of
§§1245 and 1250 in a § §332, 334(b) (1) liquidation.
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is a transferred basis and will not apply when the basis of the property
is determined under section 334 (b) (2).62 A further refinement is
found in section 1250 (e) (3), which provides that if the basis of the
property acquired is governed by the provision of section 1250 (d) (3),
"then the holding period of the property in the hands of the transferee shall include the holding period of the property in the hands
of the transferor." 3 This benefit is available only when the distributee
receives a transferred basis in the assets, and does not apply to a section
334 (b) (2) liquidation.
Similar to section 1245, section 1250 removes much of the flexibility
accorded to purchasers and sellers involved in a corporate disposition.
The benefits of section 334 (b) (2), which allow the purchaser an adjusted "cost of stock" basis in the acquired assets, may be eliminated
if a substantial percentage of the assets consists of section 1250
property. The benefits of section 337 also may be lost. A sale of
stock will produce no section 1250 recognition, yet a sale of assets or
a distribution of them in kind will bring about a section 1250 recognition of gain notwithstanding the nonrecognition provisions of section 337.
THE EFFECTS OF SECTIONS

1245

AND

1250

ON THE METHODS OF

CORPORATE DISPOSITION

Sale of Assets by the CorporationFollowed by Liquidation
When a corporation sells its assets as a preliminary step to liquidation, any section 1245 or section 1250 gain is recognized as ordinary income to the selling corporation, notwithstanding any otherwise apparent application of section 337. Thus, the entity that has
benefited from the depreciation deductions pays the recapture tax.
When the selling corporation liquidates, the shareholders will pay a
capital gains tax on the excess of the sales proceeds distributed to
them over their basis for the stock,6 4 if they have held their stock
for six months or more. There are, however, two other tax factors
to be kept in mind when utilizing this method of liquidation. The
first affects the relationship of the seller with both the buyer and the
Commissioner; the second affects the seller's position with regard to
the Commissioner.

62. A similar limitation applies in regard to §1245. See text following note

50 supra.
63. A distributee of §1245 property may also tack the corporation's holding
period when the liquidation is pursuant to §§332, 334(b)(1). INT. REV. CODE OF
1954, §1223 (2).
64. INT. REV. CODE OF 1954, §331.
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The first consideration concerns the allocation of the proceeds of
the sale among the assets sold. This point was most clearly illuminated
in Williams v. McGowan.65 In Williams, the court held in a noncorporate setting in which the total assets of a going business were
sold to one purchaser, that the seller had to allocate the sales price
among the individual assets rather than treat the price as an amount
realized upon the sale of a single capital asset. This approach to the
sale of the assets of a business was specifically adopted by the
Supreme Court in Watson v. Commissioner-8 and has been applied
to liquidating corporations by the Courts of Appeal of the Second
and Sixth Circuits. 67 Generally, if an allocation has been reached by
the buyer and the seller in an arm's length transaction, the courts
will uphold a reasonable allocation. 68 If, however, the parties fail
to provide for an allocation in their contract of sale,69 or if it appears
that there was no real arm's length transaction,70 the courts will
look to the fair market value of the various assets and allocate the
purchase price accordingly.71 The courts will also critically examine
an arm's length sale of a going business when there is no allocation
72
made to good will.
65. 152 F.2d 570 (2d Cir. 1945).
66. 345 U.S. 544 (1953).
67. Bryant Heater Co. v. Commissioner, 231 F.2d 938 (6th Cir. 1956); Phleghar
Hardware Specialty Co. v. Blair, 30 F.2d 614 (2d Cir. 1929).
68. Phleghar Hardware Specialty Co. v. Blair, supra note 67; Lorenzo Zerillo,
15 CCH Tax Ct. Mem. 947 (1956); Seaton Publishing Co., 13 CCH Tax
Ct. Mem. 303 (1954). But see Copperhead Coal Co., Inc. v. Commissioner, 272 F.2d
45 (6th Cir. 1959), in which an entire business was sold for $1 million, and none
of the sale price was allocated to good will. On these facts the court stated that
the Government could look behind an arm's length contract to ascertain whether
there had been a reasonable allocation.
69. Bryant Heater Co. v. Commissioner, supra note 67; Cohen v. Kelm, 119
F. Supp. 376 (D. Minn. 1953).
70. Particelli v. Commissioner, 212 F.2d 498 (9th Cir. 1954) in which the court
pointed out that even though an arm's length transaction had taken place, the
buyer had no legitimate interest in the allocation and the court could inquire
into the transaction. Compare Lorenzo Zerillo, supra note 68, on similar facts;
Seaton Publishing Co., supra note 68, where an allocation was upheld when it
appeared that the buyer and the seller were substantially the same parties, and
some of the assets were valued at over 250% of their book value.
71. Copperhead Coal Co., Inc. v. Commissioner, supra note 68 (allocation of
the purchase price among the assets in the hands of the purchaser); Bryant Heater
Co. v. Commissioner, supra note 67 (allocation in regard to the seller); Cohen v.
Kelm, supra note 69 (allocation in regard to the seller).
72. In the recent decision in Philadelphia Steel & Iron Corp., CCH TAx CT.
REP. (23 CCH Tax Ct. Mem.) Dec. 26, 740 (M), the court struck down the parties'
allocation of one dollar to good will when the total purchase price of a going
business was over $1 million. The holding in Philadelphia Steel closely parallels
the opinion in Copperhead Coal Co., Inc. v. Commissioner, supra note 68. Both
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Prior to the adoption of sections 1245 and 1250, the evident objectives of the buyer and seller usually conflicted. The seller would
desire the greatest portion of the price to be allocated to good will,
depreciable personal property and depreciable real property, since
the gain from the sale of these assets would be taxed at capital gain
rates. 73 He would wish as little as possible of the purchase price to
be allocated to inventory and accounts receivable 7 4 the gain upon
which is taxed at ordinary income rates. On the other hand, the
purchaser would usually want to allocate as little as possible to good
will and as much of the purchase price to inventory as the seller
would accept. The purchaser's reason for a high allocation to inventory is that it would reduce taxable income resulting from the subsequent sale of that property. The purpose for wanting a minimum
of the price allocated to good will is that the cost of good will would
be neither depreciable during the operation of the business'7 nor
recoverable until the business was resold. The purchaser would often
want a high allocation of the price to depreciable property. This
would depend, of course, upon the allocation desired for other property and the intended utilization and fair market value of the depreciable property. With the enactment of the depreciation recapture
provisions, however, the seller is less likely to agree to a high allocation
to depreciable property. Thus, conflict is increased between the buyer
and the seller in an area in which agreement was once possible.
cases indicate that the court will support an attack by the Commissioner on the
taxpayer's allocation, when an unrealistic figure is used in evaluating the good will
of a going business. These decisions should not be taken to mean that an arm's
length allocation will be overturned when reasonable allocations are made to the
assets. The Tax Court in Philadelphia Steel points out "Ordinarily, if the Court
. . . concludes that the vendor and the vendee, by their agreement in an arm's
length transaction, have made a fair allocation of depreciable and nondepreciable
assets, including good will, their agreement will not be disturbed. However, where
the valuations are not in accord with the realities of the transaction, we may determine whether the business possessed good will of any fair market value in order
to make a proper allocation of the aggregrate purchase among the various assets
transferred." CCH TAX CT. REP. Dec. 26, 740 (M) at 566.
73. Good will is a capital asset. INT. REV. CODE OF 1954, §1221. Depreciable
personal property and depreciable real property, used in the trade or business and
held for more than six months, are §1231 assets. INT. REV. CODE OF 1954,
§1231 (b) (1). Net gain from the sale of §1231 assets is considered gain from the
sale of capital assets held for more than six months while a net loss is treated as
an ordinary loss. INT. REv. CODE OF 1954, §1231 (a). Because §§1245 and 1250
operate notwithstanding the provisions of §1231, the effect of the latter section
has been greatly diminished.
74. If the seller came under the provisions of §337 (b)(2), however, he might
not object to a high allocation to inventory. See note 77 infra.
75. Good will is not depreciable property under §167. Treas. Reg. §1.167(a)-3
(1956).
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Neither section 1245 nor section 1250 apply to inventory3 6 Therefore, when a corporation liquidates pursuant to section 337 and sells
its inventory to one party in one transaction, no gain will be recognized 7 The seller as well as the buyer may now wish to allocate a
large portion of the purchase price to inventory. This will be the
case even in an arm's length transaction in which the buyer and
seller are completely disassociated. It should be expected, however,
that the Commissioner will challenge allocations that deviate greatly
from the fair market value of the assets among which the purchase.
price is being allocated. 7s
Allocating the sales price among section 1245 and section 1250
property raises myriad complexities. As the period of post-1961 depreciation increases, the seller will want as little as possible of the
purchase price allocated to section 1245 assets, since most of the gain
from the sale of such assets would be ordinary income. The purchaser may agree to a small allocation to section 1245 property if he
does not intend to retain those assets. 79 But if the purchaser intends

to utilize the assets in its business and desires to depreciate them, a
high allocation will be desired. Thus, an area of potential conflict
exists between the buyer and seller with regard to section 1245
assets.
When section 1250 property is involved, the nature of the
"elements" of the property,0 and the intention of the purchaser to
retain or sell the property will influence his choice of the most beneficial allocation. From the seller's standpoint, as his holding period
lengthens, a greater allocation to section 1250 property will be desirable since the gain would be progressively taxed at capital gain rates.
This variance from the seller's attitude in regard to section 1245
property results from the declining percentage provisions that limit
gain under section 1250. Although it is difficult to discuss the varying
allocation interests of a buyer and seller in the abstract, it is important to note that since the advent of the depreciation recapture
provisions the opportunity to allocate and thereby to exercise some
76. Inventory is not depreciable property under §167. Treas. Reg. §1.167 (a)-2

(1956).
77. Section 337(b)(2) provides that where substantially all of the stock in
trade of the corporation is sold or exchanged to one person in one transaction, in
accord with the other requirements of §337, then the nonrecognition provisions
apply to such sale and to the disposition of any installment obligations that arise
from the transaction.
78. Copperhead Coal Co., Inc. v. Commissioner, supra note 68; Philadelphia
Steel &Iron Corp., supranote 72.
79. .The purchaser, however, will want to wait out the six-month holding
period before selling or exchanging the asset in order to avoid ordinary income
treatment. INT. Rxv. CODE OF 1954, §§1201, 1202, 1222(3).
80. See note 59 supra.
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control over sections 1245 and 1250 gain makes a sale of corporate
assets followed by liquidation a more attractive method of disposition.sl

The second consideration in this area concerns the adoption by
the selling corporation of a plan for liquidation. The fact that the
nonrecognition provisions of section 337 apply only to sales made
subsequent to the adoption of such a plan has given rise to a
practice known as "straddling." "Straddling" is the sale of certain
assets before a plan of liquidation has been adopted and the sale of
the remainder of the assets subsequent to the date of the plan's adoption. In the past "straddling" has been used to achieve recognition
of losses while avoiding recognition of gains.8 2 This device will become even more attractive in light of sections 1245 and 1250. The
relevant regulation states that although the date of adoption of a
plan of liquidation is generally the date of the shareholders' resolution to liquidate, that date is controlling for section 337 purposes
only when sales of a substantial portion of the assets do not occur both
before and after the adoption of the resolution. If significant sales
"straddle" the shareholders' date, the date of adoption for section
337 purposes is to be determined from all the facts and circumstances.8 3 This method of determination, which attempts either to
recognize all the gains and losses or not to recognize them, has not been
followed by the courts.
In Virginia Ice & Freezing Corporationv. Commissioners4 and also
in The City Bank of Washington v. Commissioner,s5 the Tax Court
has adopted the corporation's date rather than the Commissioner's.
In Virginia Ice the taxpayer had disposed of loss assets approximately three weeks before it voted on a plan for liquidation; in
City Bank, the taxpayer took a half-million dollar loss on the sale of
bonds three days before the adoption of a plan to liquidate; and
in both cases a substantial portion of the assets was sold after the
adoption of the plan. These two decisions indicate that the Tax
Court may be willing to support the corporation's date, if in fact the
taxpayer can show a formal adoption of a plan for liquidation. The
court, by giving strict construction to the wording of the statute in
disregard of the limitations imposed by the regulations, has permitted
81. For a general discussion of allocation prior to the enactment of §§1245
and 1250, see Joseph, Considerationsin Applying the Rule of William v. McGowan,
13 TAx L. REV. 369 (1957).
82. See discussion of Virginia Ice & Freezing Corp., 30 T.C. 1251 (1958) and
City Bank of Washington, 38 T.C. 713 (1962) infra.
83. Treas. Reg. § 1.337-2 (b) (1955). This position was also taken by the IRS
in Rev. Rul. 57-140, 1957-1 Cum. BULL. 118.
84. 30 T.C. 1251 (1958).
85. 38 T.C. 1713 (1962).
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"straddling" to take place. The implications of this judicial interpretation have been rendered far more significant by the enactment of
sections 1245 and 1250. Because both sections create exceptions to
section 337, it is more important than ever for a corporation contemplating liquidation to dispose of its loss assets prior to adoption of
a plan of liquidation. The corporation may carry the loss forward
or backwards 6 and apply the loss either to taxes paid in previous
years or to subsequent gain realized on the sale of the section 1245
or 1250 property.
Although one of the purposes of Congress in adopting section
337 was to ease the way for corporate liquidations, 7 doubt has been
raised whether so great a tax benefit was contemplated at so small
a cost. 88 The question is whether the plain words of the statute,
"adoption of a plan," should apply to all liquidations, or whether
some other test might be applied in a close corporation setting in
which the opportunity to tailor business activities to meet specific
needs is greater than in a public corporation. Seemingly, the test
should be the same for all taxpayer corporations, regardless of their
size and whether they or the Commissioner raise the question. In
the absence of statutory change, the interpretation given by the Tax
Court to this portion of section 337 seems to-have simplicity of application, relative certainty to the taxpayer, and support in the wording of the statute. Notwithstanding the possibility of a future challenge to the court's construction, "straddling" is a concept that should
not be overlooked in planning a corporate liquidation.
LiquidatingDistributionin Kind Followed by a Sale of the Assets
by the Shareholders
When a corporation liquidates by distributing its assets in kind
to its shareholders, the corporation must recognize any section 1245
or 1250 gain as an exception to the nonrecognition provisions of section 336.89 This is a logical result in light of the fact that the corporation has derived the benefit from the depreciation deductions allowed on the distributed assets. Assuming the shareholders have
held their stock for more than six months, they will be subject to

86. INT. REv. CODE OF 1954, §172.
87. S. REP'. No. 1622, 83d Cong., 2d Sess. 258 (1954); H.R. RaP. No. 1337,
83d Cong., 2d Sess. 38-39 (1954).
88. See MacLean, Taxation of Sales of Corporate Assets in the Course of
Liquidation, 56 CoLum. L. Rv. 641, 647 n.17 (1956); Note, 76 HARV. L. REv. 780,
787 (1963).
89. In this section we will not deal with the problems involved in a subsidiary's liquidation into a parent, as governed by §332.
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a capital gain tax on the difference between the fair market value of
90
the assets and their basis in the stock.
The inability of the corporation to avoid section 1245 or section
1250 gain under this method of disposition is compounded by its
further inability to control the amount of gain recognized through
any allocation procedure. Both the Senate Finance Committee Report 9' and the Code9 -2 point out that where assets are distributed in
kind, the lower of the recomputed basis or the fair market value of
the asset will determine the upper limits of the section 1245 gain.
Thus, where the fair market value is higher than the recomputed
basis, and the assets are distributed in kind, the corporation will incur
a recapture tax on the full difference between the adjusted basis
and the recomputed basis. Section 336 will, however, operate to prevent any tax on the excess of the fair market value over the recomputed basis. On the other hand, in a sale or exchange of property,
section 1245 provides that the lower of the amount realized or the
recomputed basis will govern rather than the lower of the fair market
value or the recomputed basis. 93 Therefore a corporation by selling
its assets rather than distributing them in kind, may be able to make
use of the allocation concepts to reduce the amount realized below
the recomputed basis and thereby lower its section 1245 income. If,
however, this attempted reduction by sale and allocation fails, the
full difference between the adjusted basis and the recomputed basis
will be taxed at ordinary income rates. Furthermore, if the liquidation falls outside section 337 the difference between the recomputed
basis and the fair market value will be taxed at capital gain rates.
The above analysis points out a possibility for the liquidating corporation to affect its section 1245 income significantly by use of a sale
and allocation, rather than a distribution in kind. The assumption
has been made that when a corporation sells its assets it will want
to avail itself of section 337 in order to avoid recognition of gain on
the disposition of nonsection 1245 property. If this were not the
case, further consideration would have to be given to the tax dis94
advantages resulting from corporate recognition of capital gain.
90. Assuming an immediate sale of the distributed assets at their fair market
value, there should be no further tax to the shareholder-distributees who took a
fair market value basis in the assets upon liquidation.
91. S. REP. No. 1881, 87th Cong., 2d Sess. 281 (1962).
92. INT. REV. CODE OF 1954, §1245 (a) (1) (B) (ii).

93. INT. REV.

CODE OF 1954, § 1245 (a) (I) (B)(i).
94. The income realization problem should be fully considered when the
choice is between a sale of assets or distribution in kind and the assets include
some type of expectancies. Although §1245 is not directly involved, the problem
could have significant tax consequences. The question here is whether the liquidating corporation has performed the services for which the income has been
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The above analysis pertaining to section 1245 property may also
be of value in certain instances where section 1250 property is of
primary concern. As previously discussed, section 1250 (a) (1) provides that a percentage of the lower of (1) the additional depreciation,
or (2) the excess of fair market value over adjusted basis or amount
realized over adjusted basis, shall be taxed at ordinary income rates. 5
Thus there are three alternative valuations to keep in mind when determining which method of liquidation will be the most advantageous
to the taxpayer. When the additional depreciation is lower than the
excess of any reasonable allocation of the amount realized over the
adjusted basis it would not seem to make any difference from a section
1250 gain point of view which method of disposition is utilized. If,
however, the excess of the fair market value, or the amount realized
over the adjusted basis, is or could be lower than the additional depreciation, then the evaluation that was made above regarding section
1245 property should be made for section 1250 property.
Liquidation of a Corporation Governed by the Provisions of Sections
332 and 334 (b) (2), or the Kimbell-Diamond Rule
As opposed to a corporate sale of the assets, when the shareholders sell stock held for more than six months they pay only a
capital gain tax.96 Because stock is neither a section 1245 nor a section
1250 asset there is no recapture tax involved in its sale. Upon liquidation, however, the purchaser, whether he be corporate or individual,
in effect will pay the recapture tax that is properly allocable to the
seller.9 7 This produces a result unlike that produced by the first two
earned but not yet realized or taxed. It has been held that when these expectancies are sold in the process of liquidation the liquidating corporation will be taxed
as if it had realized income. Family Record Plan Inc., v. Commissioner, 309
F.2d 208 (9th Cir. 1962); Commissioner v. Kuckenberg, 309 F.2d 202 (9th Cir.
1962); Central Bldg. & Loan Ass'n, 34 T.C. 447 (1960). There is authority, however,
that when these expectancies are distributed in kind, the income will not be considered as realized to the liquidating corporation and will therefore go unrecognized. See South Lake Farms Inc., 36 T.C. 1027 (1961), aff'd, 324 F.2d 837 (9th
Cir. 1963), in which the Commissioner sought unsuccessfully to tax a distributing
corporation upon the value of unharvested crops distributed in kind to its parent.
Because of the operation of §334 (b) (2), the parent obtained a "cost of stock"
basis in the crops and thus realized no income on their sale. In light of the nonrecognition of gain, upon the distribution, to the liquidating corporation and to
the parent-distributee pursuant to §§336 and 332, respectively, this decision produced a tax windfall for the taxpayers involved. Compare Williamson v. United
States, 292 F.2d 524 (Ct. Cl. 1961); Floyd v. Scofield, 193 F.2d 594 (5th Cir. 1952).
95. See text accompanying note 55 supra.
96. INT. REv. CODE OF 1954, §§1201, 1202, 1221. The assumption is made that
purchase and sale of stock is not the shareholders' business.
97. Actually, the liquidating corporation will pay the tax, but the effect of
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methods of liquidation. Under those approaches the seller, who had
benefited from the depreciation deductions, paid the recapture tax.
Here, however, the buyer, who has received little or no direct benefit
from the depreciation allowance, must bear the burden of the tax.
It should be noted at this point that a knowledgeable buyer will
insure that this potential tax liability results in a reduction of the
price paid for the stock.
Prior to the enactment of sections 1245 and 1250 the corporate
purchaser could acquire the assets of another corporation pursuant
to the stock purchase-liquidation formula of sections 332 and
334 (b) (2) and avoid recognition of gain as well as achieve an adjusted "cost of stock" basis in the assets. These advantages have been
dramatically undercut by the new depreciation recapture provisions.
The Senate Committee Report9s points out that the recapture provisions of section 1245 will apply when section 334 (b) (2) controls
the distributee-purchaser's basis. Section 1250 will also apply in this
situation. 99 Thus, the purchaser, through the acquired corporation,
will pay a recapture tax on the depreciation adjustments represented
in the difference between the adjusted basis of the assets and the portion of its stock price allocable thereto.100 The adjusted "cost of

stock" basis concept of section 334 (b) (2) and the Kimbell-Diamond
rule, rather than being a benefit to the purchaser, may prove to be
an extremely expensive burden. This possible undercutting of section
334 (b) (2) raises the most significant questions found under the
purchase of stock-liquidation approach to corporate liquidation. Assuming that a substantial portion of the assets of the acquired corporation is either section 1245 or section 1250 property, do the recapture

the tax will fall upon the new owner.
98. S. REP. No. 1881, 87th Cong., 2d Sess. 283 (1962) states, "Since the limitation
provided in subsection (b) (3)[nonapplication of §1245] upon the gain recognized
under subsection (a) is confined to instances of 'carryover basis,' in the case of the
liquidation of an 80 percent or more controlled subsidiary the limitation is not
applicable if the basis of the property in the hands of the parent corporation is
determined under section 334(b)(2)."
99. PERM. VOL. INCOME TAX SUPPLEMENTAL P-H FED. TAX SERV. NL 5792.2, at
36,719 (1964).
100. When §1250 property is involved, the gain taxed at ordinary income tax
rates may be limited to the amount of the additional depreciation taken if that
amount is lower than the amount of the stock purchase price allocable to the
§1250 assets. When §1245 property is involved, and the recomputed basis is lower
than the portion of the stock price allocable to the §1245 assets, the gain taxed
at ordinary income tax rates will be limited to the excess of the recomputed basis
over the adjusted basis. When either §1245 or §1250 property is involved, the
gain taxed at ordinary income tax rates may be limited to the excess of the fair
market value over the adjusted basis, if the fair market value has declined below
the amount of the stock price allocable to the assets.
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provisions make it more advantageous for the buyer to avoid section
334 (b) (2) in order to come within the provisions of sections 332,
334 (b) (1), the method of liquidation that is expressly exempt from
the recapture tax?101 If the corporate buyer purposely fails the tests
of section 334 (b) (2),102 can the courts still apply the Kimbell-Diamond
rule, thereby forcing upon the buyer a substituted basis in the assets
and the possibility of a depreciation recapture tax?
The answer to the first question would seem to be "yes." Again,
discussion in the abstract can raise only the alternatives and does
not give an answer to a specific problem. If, however, it is assumed
that (1) the purchaser was forced to buy stock rather than assets, (2)
the purchaser was interested only in the assets, and (3) the assets were
primarily either section 1245 or section 1250 property, then the
corporate purchaser might benefit by avoiding the adjusted "cost
of stock" basis provisions of section 334 (b) (2).103 But the purchaser
would benefit only if the exception to the recapture provisions found
in sections 332 and 334.(b) (1) applied. As previously noted the question whether section 334 (b) (2) pre-empts the field in the corporate
purchaser setting has not been answered. 0 4 The Kimbell-Diamond
rule, which looks to the intent and purpose of the purchaser,10 5 has
at times been applied to the disadvantage of the taxpayer. 06 There
is a definite possibility that when a corporate purchaser attempts to
avoid section 334 (b) (2) by prolonging either the period of acquisition
or the time at which a plan of liquidation is adopted, the courts will
apply the Kimbell-Diamond rule. Because this application may be
totally unexpected, the seller and the buyer may not have had an
opportunity to adjust the selling price of the stock to provide for a
potential section 1245 or section 1250 tax liability attaching to the
buyer. There would seem to be little justification for the courts'
taking a position that would promote the above result. When the
purchasing corporation waits out the section 334 (b) (2) time limitation, section 334 (b) (1) should apply. The purchaser has realized no
economic gain on the liquidation and by attempting to invoke section
101. INT. Ry. CODE OF 1954, §§1245 (b) (3), 1250(d) (3).
102. Section 334(b) (2) is limited in its application to corporate purchasers
that have acquired their 80% control in a twelve-month period, and to liquidations
the plan for which is adopted within two years after the acquisition of control.
103. This conclusion might be qualified if the purchaser intended to depreciate the assets fully and regain the tax imposed at liquidation through future
depredations. Upon the disposal of those assets, however, the purchaser would
again be faced with §1245 or §1250 gain.
104. See text accompanying note 41 supra.

105. North Am. Serv. Co., Inc., 33 T.C. 677 (1960); Conte Equip. Corp., 17
CCH Tax Ct. Mem. 855 (1958); Estate of James F. Suter, 29 T.C. 244 (1957).
106. Kimbell-Diamond Milling Co. v. Commissioner, 187 F.2d 718 (5th Cir.
1951); Ruth M. Cullen, 14 T.C. 368 (1950).
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334 (b) (I) has indicated a willingness to carry the depreciable assets
at the same basis at which they were carried by the subsidiary
liquidating corporation. When the purchaser finally disposes of the
property and realizes a gain, any gain representing depreciation taken
by the seller will be recaptured as ordinary income taxed to the
purchaser. Thus, since there is no "escape" from the recapture provisions in the sections 332, 334 (b) (1) method of liquidation, it would
seem unnecessary for the courts to extend the Kimbell-Diamond rule
to recognize any gain that may exist at the time of the liquidation.
Similar to a direct purchase of the assets, section 334 (b) (2) would
seem to provide the parent corporation an opportunity to allocate
a portion of the stock purchase price to good will at the time the
acquired corporation was liquidated. This allocation would reduce
the portion of the purchase price that could be allocated to the
liquidated corporation's section 1245 and section 1250 property and
consequently reduce the amount of the gain treated as ordinary income under those sections. An allocation to good will is certainly
within the purpose of section 334 (b) (2) to give equal tax treatment
to a purchase of assets and a purchase of stock followed by liquidation; the Commissioner has insisted upon an allocation to good will
in the former situation.107 Such an allocation in the 334 (b) (2) situation would be justified, however, only when the parent corporationdistributee maintained the assets in their pre-liquidation "going
business" form.1°8

Liquidation of a Controlled Corporation Governed by the
Provisionsof Sections 332, 334 (b) (1)
The distinguishing feature of the sections 332, 334 (b) (1) method
of liquidation is the transferred basis provisions. Although the eighty
per cent stock ownership provisions of section 332 (b) (1) apply, as
they do when the basis is controlled by section 334 (b) (2), section
334 (b) (1) provides for the distributee to take the tranferor's basis
in the assets distributed. In contrast to the result to a distributeeshareholder under section 331, gain is not recognized to the parent
corporation at the time of liquidation but is deferred by means of
the transferred basis until the assets are sold or exchanged. 109 This
method of liquidation is expressly excepted from the depreciation
107. E.g., Copperhead Coal Co., Inc. v. Commissioner, 272 F.2d 45 (6th Cir.
1959); Philadelphia Steel & Iron Corp., supra note 72.
108. For a discussion of good will in the context of a sale of the assets of a
sole proprietorship that was continued by the purchasing corporation in the
"going concern" form, see Philadelphia Steel & Iron Corp., supra note 72, at 567.
109. The nonrecognition provisions of §337 cannot be utilized in conjunction

with a §§332, 334(b)(2) liquidation.

INT.

REV. CODE
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recapture provisions of sections 1245 and 1250. The ordinary income
effect of those sections is delayed until a subsequent sale or exchange
of the assets and is imposed upon the parent rather than the liquidating subsidiary. Liquidation pursuant to sections 332, 334 (b) (2) in
which sections 1245 and 1250 gain is recognized to the liquidating
corporation is an exception to the general rule of nonrecognition
upon the liquidation of a subsidiary.
Prior to the adoption of the recapture provisions, it was desirable
for an acquiring corporation to fall within sections 332, 334 (b) (2) in
order to take a basis in the distributing corporation's assets equal to
the price paid for its stock. Section 1245 may eliminate much of the
advantage of a stepped-up basis as pointed out above. Determining
whether section 334 (b) (1) or 334 (b) (2) would be more advantageous
to a particular purchasing corporation can be accomplished only after
a careful analysis of the selling corporation's assets. The answer
today may be the opposite of that which would have been reached
prior to the adoption of section 1245. When section 1250 property
comprises a large percentage of the assets, there is one additional
factor to be considered. Section 1250 (e) (2) provides that where the
provisions of sections 332, 334 (b) (1) control the transferee-purchaser's
basis, the holding period of the property in the hands of the transferee
shall include the holding period of the property in the hands of
the liquidating subsidiary.1o This opportunity to tack the transferor's
holding period can have significant tax consequences in light of the
ten-year limitation on the ordinary income treatment of gain recognized in regard to each element of section 1250 property. After such
property has been held for a combined total of ten years by the
liquidated corporation and the parent-distributee, the depreciation
recapture provisions of section 1250 no longer apply and any gain
is taxed at capital gain rates.'1
CONCLUSION

In the area of corporate liquidations involving the distribution
or sale of depreciable property, taxation is now based to a large degree
upon form rather than substance. When the liquidation is brought
about by a sale of the assets or a distribution in kind, the liquidating
corporation (other than a sections 332, 334 (b) (1) subsidiary) pays the
110. Although a corporate distributee may also tack the liquidating corporation's holding period in regard to §1245 property, INT. REV. CODE OF 1954,
§1223 (2), since §1245 has neither the downward sliding scale time period nor the
"element" breakdown of §1250, the taxpayer has fewer variables to consider and

less opportunity to affect his tax treatment.
111.

INT. REv. CODE OF 1954, §1250 (a) (2); see also note 59 supra for a dis-

cussion of the "elements" of §1250 property.
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depreciation recapture tax. When the liquidation is accomplished
through the sale of stock, the purchaser, corporate or individual,
rather than the seller, must bear the burden of any section 1245 or
1250 gain. The tax consequences to both parties vary with the
method chosen, and much of the flexibility intended by the adoption
of section 337 and section 334 (b)(2) has been greatly diminished by
2
the manner in which sections 1245 and 1250 cut across these sections."
Any attempt to reinstate previous flexibility should not disregard
the underlying principles of the code sections involved. The objectives underlying the enactment of sections 337 and 334 (b) (2) were
to provide similar tax consequences regardless of the method of liquidation adopted. 113 The objectives of sections 1245 and 1250 were to
remove the abuses which had developed around the purchase, depreciation, and sale of depreciable property. 14 A final point to be
kept in mind is raised by Mr. Jerome Hellerstein in his recent book,
Taxes, Loopholes and Morals.1 15 Recognizing that the tax law is
two-pronged-a revenue collecting instrument and a policy making
force-he points out with regard to the latter that the law should
promote natural business transactions rather than force them into
unnatural molds. In other words, the tax consequences should be
essentially neutral. 16
One writer has suggested that section 1245 be repealed.

1

7

He

points out the severe effect on the small businessman and the divergent
tax treatment that is accorded an investment in stock and an investment in the assets of a business when the investor decides to sell. Assuming the same economic increase in the value of the investment,
the fact that the recapture provisions do not affect the sale of stock
will naturally favor the stock investment. The proponent of repeal
seems to overlook the fact that throughout the period of investment
the business owner can reduce ordinary income by depreciation deductions, a benefit not available to the stockholder. Nor would this
solution seem likely to receive Congressional approval in light of the
recent addition of section 1250. Although repeal of sections 1245 and
112. See Peril, Some Effects of the Revenue Act of 1962 on Business Acquisitions, 67 DICK. L. REv. 235 (1963) for a similar conclusion in an article dealing
with both the investment credit and depreciation recapture provisions of the 1962
Act.
113. H.R. REP. No. 1337, 83d Cong., 2d Sess. 38-39 (1954).
114. S. REP. No. 1881, 87th Cong., 2d Sess. 95 (1962) (concerning §1245);
PERM.

VOL.

INCOME TAX SUPPLEMENTAL

P-H FED. TAX SERV.

NL 5792.2

(1964)

(concerning § 1250).
115.

HELLERSTEIN, TAXES,

LOOPHOLES AND MORALS

(1963).

116. For a discussion of these aspects of Mr. Hellerstein's book see Freeland,
Book Review, 17 U. FLA. L. REV. 159 (1964).
117. Armstrong, Capital Gain Treatment Should Be Restored for Depreciable
Business Property-An Argument for Repeal of Section 1245, 41 TAXES 175 (1963).
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1250 would re-establish similar and essentially neutral tax consequences regardless of the method of liquidation adopted, it would
permit the conversion of ordinary income into capital gain.
In an excellent article in the Yale Law Journal, Mr. Donald Schapiro has offered a number of pertinent suggestions.118 He points out
the harsh section 1245 consequences that befall a sale in which the
gain is produced by unusual market conditions rather than by a high
rate of post-1961 depreciation. As a solution to this he suggests
segregating the portion of gain on the sale attributable to the unanticipated rise in value, from the value the asset would have had
at the time of sale had there been a normal exhaustion of useful life.
He would tax the gain in excess of the basis adjusted for normal
exhaustion, at capital gain rates; and the gain between the corporation's adjusted basis and the basis reflecting normal exhaustion, at
section 1245 ordinary income rates. 119 He makes two further suggestions regarding section 1245 in the liquidation setting. The first
is aggregating section 1245 assets upon liquidation in order to allow
section 1245 losses to offset any section 1245 gains. 120 His second
suggestion is that the Treasury adopt a hands-off policy regarding
the allocation of the purchase price among the assets when the sale
of section 1245 property has been negotiated in an arm's length
transaction. He analogizes this to the partnership provisions regarding a retiring partner.12 ' This assumes that an arm's length
transaction will mean a per se divergence of tax interests. As has
22
been previously pointed out this may not always be the case.
The author's aggregating suggestion, which would cause "section
1245 potential [to] be measured on an aggregate basis as to all assets
sold to a single purchaser, and as to all assets sold and distributed
under a section 337 plan of liquidation, as well as . . . a section
334 (b) (2) liquidation,"123 would reduce inequities that may exist beyond the control of the taxpayer. This suggestion would not, however,
prevent the shifting of the tax burden from the seller to the buyer,
and thus does not seem to re-establish a tax based on substance
rather than form.
One of the best remedies for the inequities created by section 1245
may be found in section 1250. The additional depreciation ceiling of
118. Schapiro, Recapture of Depreciation and Section 1245 of the Internal
Revenue Code, 72 YALE L.J. 1483 (1963).
119. Mr. Schapiro's method of computing the normal exhaustion is based
upon a sinking fund principle more complex than the straight line method of
depreciation used under §1250. Schapiro, supra note 118, at 1510.
120. Schapiro, supra note 118, at 1503.
121. Ir. REv. CODE OF 1954, §736 (b); see Treas. Reg. §1.736-1 (b) (1) (1956).
122. See Copperhead Coal Co., Inc. v. Commissioner, 272 F.2d 45 (6th Cir.
1959); Cohen v. Kelm, 119 F. Supp. 376 (D. Minn. 1953).
123. Schapiro, supra note 118, at 1503.
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section 1250 should be adopted as an amendment to section 1245. In
essence the provision limits ordinary income treatment of gain on
the sale of section 1250 property to an amount not greater than the
depreciation taken in excess of depreciation allowable under the
straight-line method. Any remaining gain is taxed at capital gain
rates.12 4 There seems to be no reason why this same ceiling should
not be applied to section 1245 gain. It would not put all of the prior
flexibility back into liquidation transactions involving section 1245
property, but it would remove much of the nonneutral effect of section
1245. This proposal, similar to Mr. Schapiro's suggestion 125 of segregating types of gain and treating them as attributable either to market
appreciation or to normal exhaustion, would have the simplicity of
adopting the straight-line depreciation rate as being representative
of normal exhaustion and would allow fairly accurate advance
planning regarding taxes upon disposition.
A final suggestion, one which is wholly outside the Code, is for
private arrangements between the seller and the buyer regarding
liability for the recapture tax. Often the seller will indemnify the
buyer against tax and other liabilities incurred prior to the transfer
of the stock but for which the corporation may become liable subsequent to the final transfer.126 The parties now should consider extending this indemnification to any liabilities which sections 1245 and
1250 will create for the buyer upon the liquidation of the corporation pursuant to section 334 (b) (2).
As has been shown, the consequences of the depreciation deduction
recapture provisions may vary drastically with the method of liquidation chosen. To best protect a client's interest, whether he be purchaser or seller, a thorough knowledge of these provisions and of the
nature of the business assets involved is required. Leeway is still
available to the alert businessman, but a failure to consider the
impact of sections 1245 and 1250 on the corporate liquidation may
seriously affect otherwise carefully formulated plans.

124. INT. REv. CODE OF 1954, §§1250 (a), (b).
125. Schapiro, supra note 118, at 1510.
126. Chapman &- Baity, Section 1245: Its Scope and Unexpected Effects on
Tax Planning, 18 J. TAXATION 322 (1963).
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